This paper identifies problems related to RIV in an equity valuation context. Three problems are discussed. First, on a per share basis clean surplus will not generally hold if there are expected changes in shares outstanding; this aspect eliminates a necessary condition for the RIV-formula to be valid. Second, an all equity approach does not work if the firm plans to bring in "new" shareholders who derive a net benefit from their capital contributions. Third, GAAP violates clean surplus because some capital contributions are not accounted for in market value terms. As an alternative to RIV, the paper shows that it makes more economic/accounting sense to focus on expected eps, adjusted for dps, as a valuation attribute instead of current book value and expected residual earnings.
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I. Introduction and Summary
Even a cursory review of the accounting literature for the past 5 years will show that residual income valuation (RIV) has been propelled into prominence. RIV appears to have also entered classrooms and text books on a grand scale. This broad importance of RIV points toward the need for a careful evaluation of its applicability. Though the standard mathematics that equates RIV and PVED poses no problems, it would be presumptive to dismiss conceptual and practical issues. The literature has spelled out how GAAP violates clean surplus, primarily because of Foreign Currency Translations and Unrealized Gains on Held-for-Sale Marketable Securities. It has also been suggested that RIV remains valid as long as the dirty surplus items are zero in expectation. 1 While the last observation seems relevant as well as reasonable, a more systematic treatment of RIV's applicability is currently missing. This paper identifies circumstances under which RIV determines equity value. Though we disregard the well-known problem/solution related to the dirty surplus items, aspects related to GAAP will be considered. The core of the discussion, however, deals with conceptual issues related to RIV.
In the course of this analysis a more subtle question will emerge: Is it the case that an accounting based valuation approach naturally leads to clean surplus and RIV?
The major points of the paper are as follows:
$ The concept that value equals the present value of expected dividends derives fundamentally from a per share perspective. To equate RIV and PVED therefore requires that clean surplus holds on a per share basis. But this clean surplus restriction on a per share basis will almost never be met when the number of shares outstanding 4 changes.
$ A total (dollar) value perspective on RIV works only if (i) issuing and buying shares are value-irrelevant transactions (i.e., irrelevant in the sense of MM), and (ii) GAAP measures capital contributions (distributions) correctly, i.e., per market values. 2 Though condition (i) may be reasonably approximated in the real world, condition (ii) is clearly violated as one can exemplify by the accounting for pooling-of-interest acquisitions and potentially dilutive securities. Hence the per share problem cannot be finessed by moving to a total dollar value perspective.
$
The mathematical procedure which one exploits to equate RIV and PVED is sufficiently general to allow for accounting based valuation formulae other than RIV. Competing valuation approaches need not introduce book values and a clean surplus relation. One formula of particular interest focuses on expected eps, adjusted for dividends per share, and growth. The economic and accounting content of this valuation approach is no less appealing than RIV.
In view of the above points, future research based on RIV ought to consider its inherent limitations. Moreover, there are logical alternatives to RIV which avoid most, if not all, of its inherent problems.
II. Basics: The PVED Formula
Accountants interest in RIV stems from its purported equivalence to PVED. One can potentially validate the all-equity approach to PVED by placing additional restrictions on the economic environment. The two scenarios considered, though somewhat contrived, suggest that PVED on an all-equity basis will obtain if one invokes appropriate MM-conditions. A subsequent section discusses these somewhat delicate issues. Before undertaking this task, it helps to understand the implications of the per share perspective on PVED as it affects RIV.
III. Per Share Accounting and Clean Surplus
It goes almost without saying that the change in book value per share () bvps will differ from earnings per share () eps minus dividends per share () dps . In the absence of potentially dilutive securities, and, of course, assuming clean surplus in total dollar amounts, the only exceptions are (i) bvps is "value-relevant". But, more generally, to interpret (expected) changes in bvps due to stock transactions as profit/losses attributable to pre-existing shareholders makes no economic sense if one assumes rational markets. And in a world with conservative accounting it makes even less sense.
These observations, simple as they are, seem discouraging as to the usefulness/applicability of RIV.
No clean surplus on a per share basis can, of course, be finessed by "redefining" either of the two the accounting variables. The two schemes are as follows: Approach (i) merely stems from the unconventional precept that within a per share context eps should be viewed as a "plug" derived from the change in bvps adjusted for dividends per share. By doing so one includes gains/losses that current shareholders "realize" due to changes in shares outstanding.
(ii)
Recursively, define In this case eps t will be GAAP earnings (presumably on a diluted basis), whereas book value per share will be the "plug" (given the initialization condition). One can perhaps interpret ( )
(number of shares outstanding at date t) as measuring the cumulative dollar earnings "realized" by "new"
(or "formerly old") shareholders due to changes in shares outstanding. Put mildly, this kind of accounting is unorthodox.
Does either of the two approaches make more sense in a RIV context? This question cannot be answered unless one introduces concepts of accounting beyond the pure mechanics of clean surplus.
The well-known statement that RIV "works for all accounting principles satisfying clean surplus"
suggests that the analysis lacks an important ingredient. It would help if one could resort to some characterization(s) as to how one chooses among alternative scheme/rules which determine bvps and eps. Perhaps one could then eliminate either of the two approaches. But such a query leads to more basic questions: Do we really need to introduce bvps at all in accounting based valuation? Can not forecasted eps alone complement dps in accounting based valuation? Section V resolves the questions; 9 the details of the answers will show why and how we can dismiss book values and the clean surplus relation from accounting based valuation.
IV. PVED on an All-Equity Basis
It is instructive to consider why framing the analysis on an all-equity basis does not avoid substantive problems. At first glance it may seem that clean surplus on an all-equity basis must equate PVED and RIV. Though the claim is mathematically indisputable, one still must address whether PVED determines the total market value of equity. The 'D' in PVED now includes capital contributions and, as previous analysis indicates, these require careful handling. The problem associated with changes in shares outstanding will now have a different manifestation; it will not go away.
A simple example illustrates the problem with an all-equity approach. Assume the following (a) Regular cash dividends are declared and paid on a per share basis every 12/31. Let 0 ≥ t dps denote these dividends.
(b) The current date is 1/1 and t=0. Only one share is outstanding. One year later the firm plans to issue k new shares at a price of p*. These two variables are random from a date t=0 perspective. To keep matters simple, but without any substantive loss of generality, there will be no subsequent change in shares outstanding.
Total dividends net of capital contribution equal
One can next evaluate PVED on a total basis and define it as 0 V .
[ ]
Given the PVED-formula on a per share basis, i.e., equation (*), it now follows that Two kinds of capital contributions are the major culprits.
1. Pooling-of-interest accounting.
2.
The accounting for potentially dilutive securities when converted to common shares.
Pooling To sharpen up the analysis, a restriction on the accounting will now be necessary. We consider the idea of earnings (eps) being permanent in expectations, which one naturally defines as follows: 
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In empirical terms, the superiority of the ( ) no reasons to believe that the book value approach inherent in RIV will be any more useful for practical "intrinsic value" analysis.
VI. Concluding Remarks
This paper has examined RIV in a rather critical light, but these observations should not overshadow that the RIV model has contributed to accounting theory. Two points deserve to be mentioned.
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First, one can use RIV to identify residual earnings as a possible measure of a firm's value creation. By taking the present value of the expected residual earnings, the difference between market to book values comes into focus. Many students of accounting undoubtedly have found the underlying straightforward analyses insightful. In a similar vein, to understand the workings of accounting it also helps to note that RIV holds for all accounting principles: Peasnell [1981 Peasnell [ ] [1982 highlights this aspect of RIV. Peasnell also casts his discussion in a capital budgeting context rather than equity valuation, a matter which ought not to be overlooked when one appraises the usefulness of RIV in practical business settings.
Second, RIV has proven useful in some models if one wants to derive certain analytical results with minimum complications. Ohlson [1999] emphasizes this aspect of RIV, and he notes that dividend policy irrelevancy makes it awkward to evaluate PVED directly. In contrast, RIV, with its focus on expected residual earnings, does not depend on the dividend policy (if MM applies). But it also follows that core insights of these analyses and models in no way hinge on RIV. Nor do these analyses implicitly suggest that RIV is a "natural" or "preferable" way of looking at equity valuation. Though analytical expediency can potentially lead to conceptual and practical implications, one need to keep in mind RIV may not be the only convenient scheme available to evaluate PVED.
In contrast to RIV's usefulness in theoretical/conceptual contexts, practical settings introduce a number of problems with which one must deal. Most of these stem from the fact that corporations do not operate as proprietorships. Given the possibility of "new" shareholders, one can expect problems associated with the clean surplus relation. Violations of clean surplus are also magnified by GAAP 21 because GAAP does not rely on a proprietorship concept in prescribing the accounting rules for certain capital transactions (i.e., the accounting for options and pooling-of-interest accounting). Individuals who advocate that RIV can serve as a useful practical tool to assess a firm's intrinsic equity value face a challenge: They need to spell out why the many problems associated with RIV are not as bad as they seem.
The most limiting aspect of RIV, however, relates to the role it assigns to book values. Residual earnings, as a concept, states that earnings ought to be compared to the underlying investment generating those earnings, i.e., the start-of-period book value. It is also striking that current book value provides one of the two ingredients which determine market value. To center the valuation analysis around current and expected book values has the disadvantage that it does not conform to how analysts look upon their work. Analysts tend to compare eps to the prior period's eps, the percentage increase of which is much more important than an ROCE evaluation (or trend in ROCE). Moreover, analysts use anticipated eps sequences as the central valuation attribute, without reference to the bvps sequence.
The statement seems difficult to dispute, even though the idea of a "typical analyst" and his/her approach to valuation is somewhat ambiguous. To make matters worse as to the relative usefulness of RIV, there is a compelling conceptual reason why eps is preferable to bvps dependent valuation attributes. Projected eps numbers can exploit the "canceling error theorem" in consecutive balance sheets. Only growth or inconsistently applied accounting principles can reduce the power of this robustness result. Proponents of RIV as a practical valuation tool face yet another challenge: They need to address why it makes sense to include projected bvps as valuation attributes, and why current bvps 22 provides the natural starting point in valuation.
